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Vitro, a Mexican corporation, charged P--one
of its U S subsidiaries--a fee to guarantee P s
debts. R determned a deficiency for failure to
wi t hhol d 30 percent of such fees as “fixed or
det erm nabl e annual or periodical” inconme received
froma U S. source under section 881(a), |I.RC

Hel d: The guaranty fees are anal ogous to
paynents for a service and therefore are not U S.
source incone. Under sec. 1.861-4, |Incone Tax
Regs., the source of the service is where the
service is perforned. Because the guaranty was
provi ded from Mexi co, fees for the guaranty are
Mexi can source inconme. Thus, P didn’t need to
wi t hhol d 30 percent of the guaranty fees under
section 881(a), |I.RC
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OPI NI ON

HOLMES, Judge: The Code puts a 30-percent tax on “fixed or
det erm nabl e annual or periodical” income received by foreign
corporations fromsources within the United States. Vitro, S A
is a Mexican corporation that charged one of its U S
subsidiaries a fee to guarantee the subsidiary’ s debt to U S.
| enders. The question presented in this case is whether that fee
is froma source wwthin the United States.

Backgr ound

In 1901, Vitro, S. A started naking glass bottles for the
| ocal beer makers of Monterrey, Mexico. Over the next century,
Vitro becane one of Mexico s nost successful businesses,
eventual |y becom ng a hol ding conpany and the corporate parent of
a | arge nunber of consolidated and unconsol i dated subsidiari es.
These subsi diaries manufacture and market a w de range of
products, including just about everything made fromglass. Vitro
provi des adm ni strative and support services to its Mexican
operating subsidiaries through a wholly owned nanagenent
subsidiary, Vitro Corporativo, S.A (Corporativo).

This case involves Vitro s glass containers division. The

gl ass container business is driven by econom es of scal e--greater
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production equals greater profits. And, in the |ate 1980s,
Vitro--al ready Mexico' s |argest manufacturer of glass
contai ners--decided to expand to the United States. It chose to
enter the market by acquisition, and its targets were two U. S.
conpani es, Anchor d ass Container Corp. and Latchford d ass Co.
Anchor was the second | argest gl ass contai ner producer in the
United States and a publicly traded conpany. Latchford was a
closely held regional glass container producer headquartered in
Cal i forni a.

Vitro did not have glassmaking plants of its own in the
United States, but had inched into the market by organizing
mar keting and distribution subsidiaries. |In Decenber 1988, Vitro
reorgani zed these subsidiaries, and fornmed Vitro International
Corp. as their U S. hol di ng conpany.

Then, in May 1989, Vitro organi zed C Hol dings Corp. to be an
acqui sition conpany. Vitro nerged C Hol dings into Container
Hol dings Corp. in April 1990. (W refer to themcollectively as
Container.) Container’s purpose was to help Vitro gain control
of Anchor and Latchford. As is common in takeovers, Container
then forned a shell corporation to acquire Anchor’s and
Latchford’s stock. The plan was that this shell--THR Corp. --
woul d get the stock, and then nmerge with Anchor and Latchford to
formone | arge operating subsidiary under Contai ner.

Wth the targets in sight and its squadron of acquisition

vehicles ready to roll, Vitro next had to armitself with
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financing. But here Vitro ran into a problem comon to Mexican
conpanies in the late ‘80s--an inability to rely on Mexican
financing due to the peso deval uations of 1982 and 1987 whi ch had
| eft even the Mexican governnent unfinanceable. This made Vitro
unfinanceabl e, because Standard & Poor or Mbody’'s will not give a
borrower a higher credit rating than that of its sovereign

Vitro needed to | ook el sewhere. It turned to two U. S. investnent
banks--Lazard, Freres & Co. and Donal dson, Lufkin & Jenrette
(DLJ)--for help in negotiating the financing and strategy of what
Vitro expected would be a hostile takeover.

Vitro wanted ultinmately to finance the acquisition using a
conbi nation of bank debt, equity, and high-yield (or, as
unwi I ling corporate targets usually called them junk) bonds.

But before Vitro could get permanent financing, it needed bridge
financing for the tender offer. (Bridge financing is short-term
financing that ains to provide noney for a transaction. It is
meant to be repaid after a borrower closes the transaction and
can access the capital markets for a mx of short- and | ong-term
debt and equity financing.) DLJ committed up to $295 mllion in
bridge financing to Vitro because DLJ expected that once THR
merged into Anchor and Latchford it would be a creditworthy
operating conpany. DLJ formed Anchor Bridge Partnership with The
Equi t abl e Conpanies (DLJ's corporate parent) and a syndi cate of
banks to make the bridge loan to THR Lazard and DLJ al so |ined

up the conponents of what they expected woul d be the permnent
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financing for the acquisitions: hundreds of mllions of dollars
in bank | oans and debt securities.

The plan began well. 1In the sumer of 1989, Vitro and
Cont ai ner started quietly buying Anchor stock on the open nmarket.
Vitro contributed its shares to Container. By the end of July
1989, Container held 10.1 percent of Anchor’'s 14 mllion
out standing shares. Vitro then made a tender offer for the rest
in August 1989. Anchor initially resisted, but after testing the
mar ket for alternatives, surrendered.?

The sale was set to close on Novenber 2, 1989, but on
Cct ober 10, 1989 the junk-bond market coll apsed when, in a
conpl etely unrel ated devel opnent, the managenent of United
Airlines found it could not finance its | everaged buyout.

Wthout a market for junk bonds, Vitro's bridge financing |ooked
like it mght turn into bridge-to-nowhere financing. What
foll owed was one tenporary solution after another

Vitro first scranbled to find the noney it needed to
conplete the tender offer:

. On Cctober 29, 1989, a group of banks |ed by Security

Paci fic National Bank |oaned THR $139 million. This

SPNB 1989 tender offer | oan was due in six nonths.

. On Novenber 2, 1989, THR issued $155 million of
seni or subordinated floating rates notes (THR 1989

YIn a friendlier takeover, Container also acquired all of
Latchford’s stock during 1989. This deal was rmuch smaller than
t he Anchor acquisition, only about $41 million, and Latchford was
| ater nmerged into Anchor.
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bridge note) to Anchor Bridge. The THR 1989 bri dge
note was due in one year.?

. On Novenber 2, 1989, Container made a $128 million
equity contribution to THR in cash and Anchor and
Latchford stock in exchange for THR stock

. On Novenber 2, 1989, Container |oaned $25 mllion to
THR (THR 1989 bridge loan). Vitro loaned $25 mllion
to Container to make the loan to THR  (Vitro 1989
bridge loan). Both |oans were due in one year.

By the end of 1989, the deal |ooked like this:

2 This THR 1989 bridge note is the one to keep an eye on in
t he di agrans bel ow.



Vitro, S.A.
Mexico
Non-U.S. subs Vitro 1989 International
bridge loan U.S.
Container
Holdings
u.s. U.S. operating
subs
THR 1989
Equity contribution bridge loan
THR Corp.
u.s.
SPNB 1989 THR 1989
tender offer loan ¢ ﬁ bridge note Anchor
Bridge

Anchor
u.s.

After the tender offer closed, THR owned 99 percent of

Anchor’s stock. Anchor redeened the rest for cash in May 1990,

whi ch made Anchor a wholly owned subsidiary of THR

Vitro

expected to refinance the SPNB 1989 tender offer | oan and the THR

1989 bridge note as soon as the junk-bond market stabilized.
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Then nore bad news shattered any hopes Vitro had of
financing the deal through junk bonds: On February 13, 1990,
Drexel Burnham Lanbert filed for bankruptcy. Drexel had created
t he high-yield bond market, but the market’s coll apse took Drexel
with it and spurred a shift fromdebt to equity in the financing
of the takeovers.?

On May 2, 1990, the SPNB 1989 tender offer | oan becane due.
Vitro needed nore tine. To buy sonme, Vitro refinanced Anchor’s
debt with a |loan fromthe group of banks with SPNB as their
agent. SPNB divided the $268 mllion debt into two | oans ( SPNB
1990 | oans):

. A $208 million termloan to refinance existing

Anchor debt, pay related fees and expenses, and provide
wor ki ng capital for Anchor.

. A $60 mllion revolving credit |oan to provide working
capital for Anchor and Latchford (SPNB 1990 revol vi ng
| oan).

The SPNB 1990 | oans nmatured on July 31, 1994, and cane with two
condi tions:

. Vitro had to contribute $184 million to the capital of
THR t hrough Container to repay the SPNB 1989 tender
offer loan, and repay a portion of principal due on the
THR 1989 Bridge Note as well as the accrued interest.

. SPNB could restrict the ampbunt of other debt allowed at
Anchor and the anmount of noney that could be paid out
of Anchor to THR

8 For a summary of Drexel’s coll apse see Siconolfi et al.
“Rise and Fall: Wall Street Era Ends As Drexel Burnham Decides to
Li quidate”, wall St. J., Feb. 14, 1990, at Al.
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These conditions affected the THR Anchor nerger. Wen THR i ssued
the THR 1989 Bridge Note, it expected to refinance the note after
the merger, but SPNB's restrictions would not allow it to nove
that debt to Anchor as part of any refinancing. As a result, DLJ
and Vitro decided that they needed to nmake the indebtedness nore
mar ket able if they were going to refinance the THR 1989 Bri dge
Not e wi t hout Anchor.
Vitro decided that noving the Note to a U S. subsidiary
out side the Container group would do this. It chose
I nt ernati onal because that conpany had enough cashflow fromits
operations to service at |east part of the Note. DLJ requested
that Vitro guarantee the debt as consideration for the
restructuring. Vitro then restructured the Note through a series
of transactions:
. On May 2, 1990, International issued $151 mllion of
senior notes (International 1990 bridge note) to Anchor
Bridge, with $30 mllion of principal due Decenber 31,
1990, $26 million of principal due Decenmber 31, 1991,
and the unpaid principal balance due May 1, 1992.
I nternational |oaned the proceeds to THR Vitro
guaranteed the International 1990 bridge note.
. On May 2, 1990, THR issued a $151 million note (THR
1990 senior note) to International. THR used the
proceeds to repay the balance of the THR 1989 Bri dge

note.* The THR 1990 senior note was a “pay-in-kind”®
not e because of the SPNB restrictions on Anchor, and

4 Wth the THR 1989 bridge note paid, shift attention to
this THR 1990 senior note and the International 1990 Bridge note
descri bed above.

> A “pay-in-kind” note allows the borrower to increase the
princi pal of the note rather than pay interest in cash.
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Vitro expected that noney from Anchor woul d eventual ly
pay the note. The THR 1990 seni or note nmatured Apri

2, 1995.

. On May 2, 1990, the Vitro 1989 Bridge Loan was
converted into equity and cancel ed.

To make the first paynent on the International 1990 Bridge note,
| nternational borrowed $31 million from Banca Serfin (Banca
Serfin 1990 | oan), a Mexican bank. Vitro guaranteed

I nternational’s obligations under the Banca Serfin 1990 Loan.
The Banca Serfin 1990 Loan matured in March 1991.

Al'l this work on the financing side of the deal would have
been fruitless wthout success on the operations side. And there
the initial hopes that Vitro brought to the deal seened to be
justified. By 1991 the increased production capacity was having
the desired effect, and Vitro’s nmargins on glass containers were
i mproving. Wth higher margins, Anchor increased its annual
cashflow from $100 mllion to $200 mllion. But with the
financial markets still depressed, Vitro and DLJ agreed that they
needed to refinance one nore tine before they could finally nove
t he debt to Anchor.

To refinance the debt, International was to issue 21 senior
notes (together, the International 1991 senior notes) worth a
total of $155 million. The problemwas that no one expected
International to have sufficient cashflow to nake the paynents on
the International 1991 senior notes unless THR nade its paynents

on the THR 1990 senior note. But THR was not required to nake
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paynents; renmenber, the THR 1990 senior note was a pay-in-kind
note. DLJ advised that for International to take on that anount
of debt it would need sone credit support or the notes woul d not
be mar ket abl e.

The needed credit support cane fromVitro' s guaranty of the
International 1991 senior notes. The guaranty allowed the note
purchasers to collect fromVitro if International defaulted.
Vitro was chosen as guarantor over Anchor because it had a | ower
debt-to-equity ratio than Anchor, and SPNB s restrictions on
Anchor would not allow the latter to be a guarantor. On Mrch
28, 1991, International issued the International 1991 senior
notes to a group of U S. insurance conpanies and Vitro guaranteed
the notes pursuant to a guaranty agreenent.

Here’'s the graphic:



Vitro, S.A.
Mexico
Non-U.S. subs BN IJ\/
o ~
A Note
Container purchasers
Holdings
U.s. A
1991 International
senior notes
THR 1990
senior note .
THR Corp. > International
uUs. uUs.
U.S. operating
subs
Anchor |

I nternational used the proceeds to repay and cancel the
I nternational 1990 Bridge note and Banca Serfin 1990 Loan.
I nternational nade the foll ow ng guaranty-fee paynents to

Vitro on the International 1991 senior notes:®

Year Anpunt

1992 $2, 309, 758
1993 1,912, 867
1994 2,485, 470

® International also paid a guaranty fee for Vitro's
guaranty of the International 1990 Bridge note, but paid it in
1991, a year not at issue here.
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It is the tax treatnent of these fees that is at issue in
this case. The guaranty agreenent set the fee at 1.5 percent of
t he outstanding principal balance of the notes per year. This
1. 5-percent fee was standard--Vitro charged all of its
subsidiaries the sane fee no matter the subsidiary s capital
structure or financial condition. And Vitro's willingness to
guarantee its subsidiaries’ debt was not limted to
International: Vitro' s policy was to give a guaranty to any
subsi di ary whenever it asked for one. The fees were not tied to
t he amount of work Vitro did to negotiate or nonitor the
guaranty. Vitro's estatutos (or bylaws) expressly provided that
one of Vitro' s business purposes was to guarantee the debts of
its subsidiaries.

International did not withhold U S. inconme taxes fromthe
fees. And, as expected, it also did not have the cashflow to
make the interest paynents on the International 1991 senior
notes. To make those paynents, Vitro and Container contributed
alnost $80 million in capital to International from 1990 to 1994.
But the noney didn’t help. At the end of 1993, soft-drink
producers began switching to plastic containers, and in eighteen
nmont hs the gl ass-container industry |lost one-third of its denmand.
And then a nerger of other gl ass-container producers knocked
Vitrointo third place in the U S. market, a now shrinking market

where it turned out there was roomfor only two players.
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Anchor’s profits nelted into losses. It filed for bankruptcy in
1997.

The Comm ssioner’s response to this series of unfortunate
events was to determ ne that International should have w thheld
30 percent of the guaranty fees it paid to Vitro in 1992-94. The
Comm ssi oner sent Container a notice of deficiency, and Contai ner
tinely petitioned us to redetermne its liabilities. Container
is a Del aware corporation with its principal place of business in
Texas. W tried the case in Dall as.

Di scussi on

Section 881(a)’ i nposes a 30-percent tax on “fixed or

det erm nabl e annual or periodical” (FDAP) inconme received from
sources within the United States by a foreign corporation, “but
only to the extent the anmount so received is not effectively
connected with the conduct of a trade or business wthin the
United States.” Taxes owed under section 881(a) are generally
supposed to be wthheld at the source. Sec. 1442(a). Thus, for
Contai ner to be |liable under section 881(a) the guaranty fees
must be: (1) FDAP incone and (2) received froma U S. source.

See secs. 881(a), 1l441(a) (b), 1442(a).

7 Unl ess otherwi se noted all section references are to the
I nternal Revenue Code for the years in issue. The single Rule
reference is to Tax Court Rule of Practice and Procedure 155.
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The parties agree that the guaranty fees, paid regularly in
fi xed anmounts, are FDAP incone.® The key question in this case
is whether the second requirenent is net--was the source of the
guaranty fees the United States or Mexico?

We determ ne FDAP incone’s source by using the rules in
sections 861 to 863. Two rules are especially inportant here.
The first is for interest--the rule is that the source of
interest is the residence of the obligor. Secs. 861(a)(1),
862(a)(1l); sec. 1.861-2, Incone Tax Regs. The Comm ssioner would
i ke the guaranty fees to be treated as interest, because
International is a U S. conpany.

The second rule that's especially inportant here is the rule
on services--that rule is that the source of services is where
the services are perforned. Sec. 861(a)(3), 862(a)(3); sec.
1.861-4, Income Tax Regs. Container would |like the guaranty fees
to be treated as paynents by International for a service
performed by Vitro in Mexico.

The sourcing rules are not conprehensive. |If a category of
FDAP is not |isted, caselaw tells us to proceed by analogy. In

other words, if the guaranty fees were neither interest nor

8 The Code defines FDAP incone broadly, and includes in it
virtually all kinds of incone except capital gains fromthe sale
of property. See Wdehouse v. Conm ssioner, 337 U.S. 369, 393-94
(1949); see also sec. 1.1441-2(a), Inconme Tax Regs. (defining
FDAP i ncone for the years at issue); sec. 1.881-2(b), Incone Tax
Regs. (referring to definition of FDAP incone in sec. 1.1441-2,

I nconre Tax Regs.) The current regulations--in effect for
paynments made after Decenber 31, 2000--define FDAP incone in
section 1.1441-2(b)(1)(i), Income Tax Regs.
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paynment for services rendered, we would still have to figure out
whet her they were nore like interest or nore |like paynent for

services rendered (or, possibly, sone other category of FDAP that

has a specific sourcing rule). See Hunt v. Conmm ssioner, 90 T.C.

1289, 1301 (1988); Howkins v. Conm ssioner, 49 T.C. 689, 693-95

(1968); Bank of Am v. United States, 230 . O . 679, 686, 680

F.2d 142, 147 (1982), affg. in part and revg. in part 47 AFTR 2d
81- 652, 81-1 USTC par. 9161 (Ct. C. 1981).

A. Quaranty Fees as |Interest

Interest is “conpensation for the use or forbearance of

money.” Deputy v. du Pont, 308 U S. 488, 498 (1940); Sharp v.

Conm ssioner, 75 T.C. 21, 24 (1980), affd. 689 F.2d 87 (6th Gr.

1982). We agree with the parties that Vitro's guaranty was not a
loan to International, so the guaranty fees are not interest.

B. Guaranty Fees as Paynent for Services

Sections 861(a)(3) and 862(a)(3) specifically source “I|abor
or personal services,” and Container argues that that is what
Vitro perfornmed for International. Under the Guaranty agreenent,
Vitro was required to maintain records and supply information to
the note purchasers. It performed these acts using Corporativo
personnel, facilities, equipnent, and capital--all located in
Mexi co. Container asks us to find that the guaranty fees were
conpensation for these services and are therefore Mexican source

i ncone. See Commi ssioner v. Piedras Negras Broad. Co., 127 F.2d

260 (5th Gir. 1942), affg. 43 B.T.A 297 (1941): Dillin v.
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Conm ssioner, 56 T.C. 228, 244 (1971) (explaining that where the

benefits of the services are received or where a guaranty
agreenent was entered into does not affect the source of
services).

The Comm ssi oner does not chal |l enge Container’s assertion
that Corporativo perfornmed services, but argues that services
were not the predom nant feature of the guaranty and shoul d be

ignored for sourcing purposes. See Bank of Am, 230 CG. d. at

690, 679 F.2d at 149. Contai ner responds by arguing that
providing services is not a possible feature of a guaranty, but
that a guaranty is itself a service; indeed, that the Code and
regul ations actually refer to guaranties as servi ces.

We'l|l therefore analyze Container’s argunents on this point
at sone length. They flow fromfour sections of the Code or
regul ations. The first is based on section 1.731-2(e)(3)(iii) of
the I ncone Tax Regul ations, which deals wth partnership
distributions. This section does include the words “services”
and “guarantees of obligations,” but it does not suggest that a
guaranty is a service. And “guarantees of obligations” is
actually tucked away in a parenthetical listing types of equity

interests.® Container’s two other references are also of little

°® This regulation wasn’t issued until 1996. T.D. 8707,
1997-1 C. B. 128.
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hel p, 1 but Contai ner also asks us to | ook at transfer pricing of
servi ces under section 482.

This m ght be as a useful guide. Section 482 s purpose “is
to ensure that taxpayers clearly reflect income attributable to
control |l ed transactions, and to prevent the avoi dance of taxes
Wi th respect to such transactions.” Sec. 1.482-1T(a)(1),
Tenporary |Incone Tax Regs., 58 Fed. Reg. 5272 (Jan. 21, 1993).11
For exanple, if a U S corporation guarantees a | oan nade to its
foreign subsidiary by a third party w thout receiving
conpensation fromthe foreign sub, it could avoid the incone it
woul d have incurred had it charged a fee. But the guaranty adds
sonme value, and the section 482 regulations tell taxpayers that

the U S. parent should recognize the anount it woul d have charged

10 The second is section 954(h), which defines a “lending or
finance business” as the business of, anong other things,
provi di ng guaranties and rendering services or making facilities
avail able in connection wth providing guaranties. This
subsection wasn’t even part of the Code until 1997, see Taxpayer
Relief Act of 1997, Pub. L. 105-34, sec. 1175(a), 111 Stat. 990;
and its only relevance to solving the problemwe face is that the
words “service” and “guarantee” are in the sane subsection.
Contai ner also cites a group of cases that hold that guaranty
fees are deductible as ordinary and necessary busi ness expenses
under section 162, see, e.g., A A & E. B. Jones Co. V.

Comm ssioner, T.C Meno. 1960-284; Tulia Feedlot, Inc. v. United
States, 3 C. C. 364 (1983), but do not explain how
deductibility nmakes a guaranty a service.

11 Section 1.482-1T(g)(8), Tenporary |Inconme Tax Regs., 58
Fed. Reg. 5282 (Jan. 21, 1993), defines “controlled transaction”
as “any transaction or transfer between two or nore nenbers of

the same group of controlled taxpayers.” Controlled taxpayers
are “taxpayers owned or controlled directly or indirectly by the
sanme interests.” Sec. 1.482-1T(g)(5), Tenporary Inconme Tax

Regs., 58 Fed. Reg. 5282 (Jan. 21, 1993).
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had the transacti on been nade at arms length with an
uncontrolled third party. See sec. 1.482-1T(b), Tenporary | ncone
Tax Regs., 58 Fed. Reg. 5272 (Jan. 21, 1993). But this is just a
summary of a general rule. Wen it cones to decidi ng whet her
paynments for a guaranty are services in particular transfer-
pricing situations, the Conm ssioner has struggl ed.

I n General Counsel Menorandum (GCM) 38499 (Sept. 19,
1980), 2 the Conmi ssioner agreed with a proposed revenue ruling?®
concluding that the “guarantee of the parent constitutes the
performance of a service for the subsidiary.” The Conm ssioner
used section 1.482-2(b)(7)(v), Exanple (9), Inconme Tax Regs., to
reach this result.

Exanple (9). X is a donestic manufacturing
corporation. Y, a foreign subsidiary of X, has decided
to construct a plant in Country A In connection with
the construction of Y's plant, X draws up the
architectural plans for the plant, arranges the
financing of the construction, negotiates wth various
Government authorities in Country A, invites bids from
unrel ated parties for several phases of construction,
and negotiates, on Y' s behalf, the contracts with

unrel ated parties who are retained to carry out certain
phases of the construction. Although the unrel ated
parties retained by X for Y performthe physical
construction, the aggregate services perfornmed by X for

12 Al t hough GCMs have no precedential value, they are
“hel pful in interpreting the Tax Code when ‘faced with an al nost
total absence of case law.’” Myrganbesser v. United States, 984
F.2d 560, 563 (2d G r. 1993) (quoting Herrmann v. EW Wlie
Corp., 766 F. Supp. 800, 802-03 (D.N.D. 1991)).

13 The proposed revenue ruling was never published. See
Field Service Advice Menoranda, 1995 FSA LEXIS 135 at 16 (May 1,
1995) .
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Y are such that they, in thenselves, constitute a
construction activity. * * * [14

The proposed revenue ruling al so concluded that guaranty fees
shoul d be sourced to the country where the financing is secured
and where the subsidiary resides because that is the situs of the
risk of default. In the General Counsel Menorandum the
Commi ssi oner expressed reservations about that concl usion and
suspended further consideration.® GCM 38499 (Sept. 19, 1980).

We al so have sone casel aw. In Centel Commtns. Co. V.

Commi ssioner, 92 T.C. 612 (1989), affd. 920 F.2d 1335 (7th G

1990), we decided that the guaranties were not a service, though
in a very different context: A burgeoning tel ephone interconnect

business got a loan to provide it with operating funds. 1d. at

14 At the tine of the GCM s rel ease, the section 482
regul ations were in final form |In 1993, tenporary regul ations
were issued. 58 Fed. Reg. 5263 (Jan. 21, 1993). The final
regul ations were issued in 1994, but didn't go into effect until
tax years beginning after Cctober 6, 1994. T.D. 8552, 1994-2
C.B. 93. Throughout the regulation’s final-to-tenporary-to-final
journey, “Exanple (9)” remai ned unchanged. But that exanple was
removed from section 1.482-2 by T.D. 9278, 2006-2 C.B. 256.

15 @uaranties cone up again in section 1.482-
9T(b)(3)(ii)(H), Tenporary Incone Tax Regs., 71 Fed. Reg. 44489
(Aug. 4, 2006). That section excludes guaranties fromthe
“services cost nethod” of pricing a “controlled services
transaction.” Treatnent of Services Under Section 482;

Al l ocation of Inconme and Deductions From I ntangi bl es; Stewardship
Expense, 71 Fed Reg. 44466, 44474 (Aug. 4, 2006). But the
Comm ssi oner imredi ately cautions that the express exclusion
shoul dn’t be read as a recognition of a general rule of

inclusion: “[No inference is intended by this exclusion that
financial transactions (including guarantees) would ot herw se be
consi dered the provision of services for transfer pricing
purposes.” 1d.
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616. As a condition of the |oan, the |ender required guaranties
fromthree of the conpany’s shareholders. 1d. The sharehol ders
signed the agreenents w thout conpensation, but five years |later
they received stock warrants for their guaranties. [d. at 617-
19. The issue we decided was whet her the warrants were given for
t he performance of services under section 83(a). I|d. at 626. W
held that “wthin the nmeani ng of section 83" the sharehol der had
not perforned a service. 1d. at 633.

“IWithin the neaning of section 83” is the key. W did
characterize the guaranti es as “sharehol der/investor actions to
protect their investnent * * * [that] as such do not constitute
the performance of services.” 1d. at 632-33. But we also
stressed that our decision turned on a question of fact: whether
t he sharehol ders got the warrants in exchange for services
rendered as enpl oyees or independent contractors. 1d. at 629.
The parties agreed the sharehol ders weren’t enpl oyees, and we
found that they were not independent contractors because they
were not in the business of guaranteeing loans. 1d. at 632. W
did not hold that providing a guaranty is never a service, and
noted that we were anal yzing only the |anguage of section 83. An
anal ysis under that section is quite different froman anal ysis
under the sourcing rules, but it neverthel ess pronpted the
Commi ssioner to rethink his position when the problemcanme up in

the transfer-pricing context again. This tinme he reasoned that
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The Centel decision increases the litigating hazards

* * *  However, we do not read this case as contradicting

the position of the Service as established in * * * GC M

38499. Cuarantees do not fit confortably within norm

tax | aw concepts in a nunber of areas and, consequently,

there are substantial argunents that can be nade agai nst

any possible analysis of guarantees. * * *
1995 W. 1918236 (I RS FSA May 1, 1995).

Al'l we can conclude fromthis detour through transfer-
pricing lawis that it will not help us reach a reasonabl e
concl usi on on whet her guaranties are services under section 861

So we’'ll fall back on the dictionary. The conmmon neani ng of
“l abor or personal services” inplies the continuous use of human
capital, “as opposed to the sal abl e product of the person’s
skill.”*® Under this definition, we find that Container failed
to prove that Corporativo perfornmed sufficient “labor or personal
services” to justify the $6 mllion International paid in
guaranty fees over three years. Container presented very little
evi dence about the specific acts Corporativo perfornmed and how
much tine it took to performthem For exanple, Container’s
posttrial brief explains that the Guaranty agreenent required
Vitro to “take certain actions, confirmcertain facts, provide
certain information, and create and supply certain docunents.”

The Guaranty agreenent required only m nimal accountings and

reporting to the note purchasers. 1In any event, the fees were

16 See Black’s Law Dictionary 890 and 1180 (8th ed. 2004)
(defining “labor” and “personal service”).
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not tied to the anmount of work that Vitro did, but to the anount
of the outstanding principal that Vitro was standi ng behi nd.
This leads us to hold that International did not pay the guaranty
fees to Vitro as conpensation for services. The value of Vitro's
guaranty stens “froma prom se nade and not froman intellectua

or manual skill applied.” Bank of Am, 47 AFTR 2d at 81-657.

W therefore nove on to reasoni ng by anal ogy, and ask
whet her guaranty paynents are nore |like interest or nore |ike
servi ces.

C. CGuaranty Fees as Anal ogous to Interest or Paynents for
Servi ces

When we source FDAP incone by anal ogy, our goal is to find
the “source of incone in terns of the business activities
generating the inconme or * * * the place where the inconme was
produced. Thus, the sourcing concept is concerned with the
earni ng point of inconme or, nore specifically, identifying when
and where profits are earned.” Hunt, 90 T.C. at 1301 (citation
omtted).

There are only a few exanples in the casel aw of sourcing by
anal ogy. Alinony was the first. The question of its source
arose when a U. S. resident paid alinony to his British ex from an
English bank. W held that the alinony’'s source was the ex-
husband’ s resi dence, and not where the funds were deposited or

where the divorce decree was entered. See Manni ng V.

Comm ssi oner, 614 F.2d 815 (1st G r. 1980), affg. T.C Meno.
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1979- 146; Howkins, 49 T.C at 694. Taking perhaps too nodern a
view of marriage, we reasoned that alinony, like interest, is not
exchanged for property or services. And since interest is
sourced to the residence of the obligor, so too would we source
al inony. Howkins, 49 T.C at 694.
Anot her exanpl e of sourcing by anal ogy canme fromthe Court

of dains in Bank of Anerica. In that case, the court sourced

conmmi ssions received by Bank of America fromforeign banks in
connection wth transactions involving comercial letters of

credit. Bank of Am, 230 C. d. at 680-681, 680 F.2d at 143.

The conflict in Bank of Anerica, as in this case, was whether the

comm ssi ons should be sourced by anal ogy to personal services or
to interest. |d. at 686-687, 680 F.2d at 147.

To understand the holding in Bank of Anerica requires sone

background in letters of credit. Such letters nmake trade easier
by allowi ng a bank, rather than the seller, to exam ne a buyer’s
credit. For exanple, when a U S. exporter wants to sell goods to
a foreign buyer, assessing the creditworthiness of the foreign
buyer can be a problem So, instead of having the seller do it,
the buyer requests a letter of credit froma foreign bank and the
forei gn bank does the job. |If the buyer is creditworthy, the
foreign bank (sonetines called the opening bank) substitutes its
credit for the buyer’s and commts to pay the seller when certain

conditions are net, e.g., presentnent of an inspection
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certificate and a bill of lading to the opening bank. After the
openi ng bank pays the seller, the buyer reinburses it. There are
two types of comercial letters of credit: sight and tine. A
sight letter of credit obligates the opening bank to pay as soon
as the seller neets the conditions in the letter of credit. A
tinme letter of credit obligates the opening bank to pay on a
specific future date if the conditions were net. See id. at 681,
680 F.2d at 144.

Bof A perforned four kinds of transactions involving letters
of credit, and charged the opening bank comm ssions for three of
them? 1t’'s these three, and how the Court of Cains sourced
each of themthat are useful here. The first kind was an
accept ance, and Bof A recei ved acceptance conm ssions in two
situations--if Bof A determi ned that the conditions of a tine
letter of credit had been net it would stanp the |etter accepted,
obligating itself to pay any holder in due course when the letter
cane due; or, if an opening bank with an established |ine of
credit with Bof A wanted to refinance a letter of credit, it would
accept a tine draft at a discount to the face anmobunt of the

letter of credit.

17 Bof A did not charge the opening bank to advise a letter
of credit. It “advised” a letter of credit by informng the
seller that a letter was issued in its favor and forwarding the
letter to the seller.



- 26 -

The Court of C ains began its analysis by noting that both
t hese types of acceptance transactions are simlar to a | oan and
that the comm ssions “include el enents covered by the interest
charges made on direct loans.” 1d. at 689, 680 F.2d at 148. The
court also held that the predom nant feature of an acceptance
transaction was the substitution of BofA's credit for that of the
openi ng bank and not the services Bof A perforned. 1d. at 690,
680 F.2d at 149. These factors led the Court of Clains to source
accept ance conm ssions by analogy to interest, with the obligor
bei ng the opening bank. [d. at 689, 680 F.2d 148.

Bof A al so recei ved confirmation conm ssions. |t confirned
sight letters of credit by advising the letter and commtting to
pay the letter’s face anount after the seller net its conditions.
The openi ng bank rei nbursed Bof A by either prepaying it or by
keepi ng an account that BofA could debit. When the openi ng bank
prepaid, BofA didn’t charge a comm ssion. Qherwise it charged a
comm ssion that reflected its assunption of the risk that the
foreign bank could default. The Court of Cainms again found that
the performance of services was a part of the deal but that its
predom nant feature was Bof A's substituting its credit for the
openi ng bank’s. 1d. at 691, 680 F.2d at 149-50. The court al so
t hus sourced confirmati on comm ssions, as it had acceptance
comm ssions, by analogy to interest and with the obligor being

t he opening bank. 1d. at 691-92, 680 F.2d at 150.
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Finally, the Court of C ains exam ned negotiation
commi ssions. Negotiations took place when Bof A determned if the
seller met the conditions for paynment in the letter of credit.
After Bof A perfornmed a negotiation, it would forward the papers
to the openi ng bank, which would do an i ndependent check. The
Court of Clainms found that negotiation comm ssions were paid for
services perfornmed in the United States and were distinguishable
fromthe other two types of comm ssion because the only risk that
Bof A assuned was that it mght inproperly determne that the
seller nmet the conditions. 1d. at 692, 680 F.2d at 150.

The Conmm ssioner argues that Bank of Anerica is controlling

because acceptance and confirmati on comm ssions, |ike guaranty
fees, are uses of another’s credit and are anal ogous to interest.
But, as the Comm ssioner thoughtfully concedes, the “use” of
credit is different in guaranties conpared to acceptance and
confirmation of letters of credit. Wen Bof A confirned or
accepted a letter of credit, it assuned an unqualified primry

| egal obligation to pay the seller--it stepped into the shoes of

t he openi ng bank and substituted its own credit for the opening

bank’s. It was, in effect, nmaking a short-termloan and the
comm ssions approximated interest. 1d. at 688-91, 680 F.2d at
148- 50.

Vitro's case is different. It was augnenting

International’s credit, not substituting its own. But should
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this distinction matter? W conclude that it should, and begin
our explanation by examning the effects of a default. Wen a
debtor defaults on a loan, he is defaulting on an existing
primary obligation. Default causes the creditor to |ose the
out standi ng princi pal because he has already extended funds to
the debtor. Interest is the creditor’s conpensation for putting
his own noney at risk. As in a loan, Bof A put its noney directly
at risk when it paid the seller, and it charged for the risk--
al though it called that charge a “conm ssion” rather then
“interest”. Vitro' s obligation was, in contrast, entirely
secondary. Unlike a lender, Vitro was not required to pay out
any of its own noney unless and until International defaulted.
And Vitro s guaranty m ght not even put its noney at risk after
default, because if International defaulted and Vitro paid the
1991 International senior notes, it would step into the note
purchasers’ shoes and acquire any rights that they had agai nst

I nternational. See Putnamyv. Comm ssioner, 352 U S. 82, 85

(1956). Vitro loses only if International defaults and Vitro
repays the 1991 International senior notes (which transfers
International’s obligation fromthe note purchasers to Vitro) and
then International defaults on the transferred debt.

Vitro's guaranty therefore lacks a principal characteristic
of a | oan because Vitro did not extend funds to International.

To find otherwi se would require us to assune that at the tine of
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the guaranty, the 1991 International senior notes was sonehow a
loan to Vitro. Neither party nmakes this argunent.® Vitro's
| ater choice to subsidize International through capita
contributions--instead of allowing International to default--does
not affect our analysis. Capital contributions also |ack a
di stingui shing characteristic of a |oan--a prom se to repay.

The Comm ssi oner argues, however, that if guaranties are
unl i ke | oans because the guarantor does not have to hand over his
nmoney at the outset, guaranty fees may be like interest in sone
br oader sense under Howkins. That case, the Comm ssioner argues,
held that alinony is anal ogous to interest because it is not paid
for property or services. Howkins, 49 T.C. at 694. Reading
Howkins this way, however, is reading it | ess as a useful anal ogy
than as creating a default rule. Property and services are
listed in sections 861 and 862, so by definition, any unlisted
type of inconme is not paid for property or services. And if we
were to follow such reasoning w thout qualification, we would
source all unlisted types of inconme by analogy to interest. But

we read Howkins nore narrow y; we reasoned there that alinony is

18 Cont ai ner makes an alternative argunent that Vitro's
guaranty was in the nature of a surety bond and is subject to
tax under section 4371 and not section 881(a), 1441, or 1442.
This argunment requires us to disregard the Guaranty agreenent as
a separate obligation and treat Vitro as if it were a party to
the International 1991 senior notes. W are not persuaded and
find that the Guaranty agreenent was a separate and di stinct
obl i gati on.
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anal ogous to interest because its source is the obligor.
Howki ns, 49 T.C. at 693. This logic also rem nds us of the goal
of sourcing by anal ogy: nanely, find the location “of the
busi ness activities generating the incone or * * * the place
where the inconme was produced.” Hunt, 90 T.C. at 1301. So we
have to ask if there's a useful analogy to guaranty fees that
woul d help us figure out, in sone reasonable way, where they are
pr oduced.

International paid Vitro to guarantee the 1991 International
senior notes. These fees conpensated Vitro for incurring a
contingent future obligation to either pay International’s debt
or make a capital contribution. Vitro was able to nmake this
prom se because it had sufficient Mexican assets--and its Mexican
cor porate managenent had a sufficient reputation for using those
assets productively--to augnent International’s credit and enabl e
the I ong and conpl ex series of financings we charted at the
begi nning of this opinion to keep going as long as it did. So we
conclude that it is Vitro's promse and its Mexican assets that
produced the guaranty fees.?®

We do not choose International as the source of the incone

because the guaranty fees were not like alinmony: Alinony is

19 The parties did not argue the point, but in this sense
the guaranty fees were sonmewhat anal ogous to rents or royalties
for the use of Vitro’ s goodwill, see sec. 862(a)(4), which would
al so source themto Mexico rather than the United States.
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only an obligation to pay, because once a court orders one spouse
to pay alinony, nothing nore is required of the other spouse.
CGuaranty fees are different--they are paynents for a possible
future action.

We think that nmakes guaranties nore anal ogous to services.
Guaranties, like services, are produced by the obligee and so,
Ii ke services, should be sourced to the |ocation of the obligee.
See secs. 861(a)(3), 862(a)(3); Hunt, 90 T.C. at 1301. W
realize that we are deciding a close question, but an anal ogy to
interest has too many shortcom ngs: Quaranty fees do not
approximate the interest on a loan; Vitro, not International,
produced the guaranty fees; and Vitro’s guaranty was not an
obligation to pay imedi ately, but a prom se to possibly perform
a future act.

Concl usi on

We hold that International was not required to w thhold
taxes on the guaranty fees that it paid Vitro because those fees
are Mexican source incone. The parties settled various other

i ssues, however, SO

Deci sion will be entered under

Rul e 155.



